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Construction Contractors Industry
Developments— 1997/98
Industry and Economic Developments
Executive Summary
• Construction industry growth is expected to continue in 1997 but at
a slower pace than last year.
• Key economic indicators suggest favorable conditions for the indus
try for at least the next two years.
• Auditors should consider the risk associated with declining growth
rates, such as loss contingencies, the continuing reasonableness o f es
timates and assumptions and collectibility issues.

What are the general economic conditions in the construction
industry this year?
The construction industry continues its pattern of growth during
the current year although at a slower pace than in 1996. The
housing segment of the construction industry—the largest single
component of private sector construction— adhered to this pat
tern. Growth has continued this year, although not as robust as
last year. That trend reversed abruptly shortly after midyear. In
August, the construction of new homes and apartments plunged
4.8 percent, after having dropped 4.7 percent in the previous
month. U.S. Department of Commerce statistics show that hous
ing starts in August fell to an annual rate of 1,363,000 units from
1,432,000 in July. These two consecutive declines in housing
starts sent new home construction to its lowest level since 1996.
Construction declined across all regions of the country, but was
especially sharp in the Northeast, where starts dropped 19.2 per
cent. Construction of single-family units slipped 3 percent while
starts of apartment buildings and other multifamily units fell 4.3
percent. Building permits (a key indicator of future activity) fell
slightly by 1.6 percent in August to 1.39 million units.
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Most industry analysts do not view the third-quarter decline as
indicative of a reversal of fortunes for the housing segment of the
industry. General economic conditions are likely to preclude any
significant, continued slump in housing dem and in the near
term. Additionally, the new tax law expansion of the one-time ex
clusion from capital gain on the sale of a home is likely to spur
demand as well. Looking forward, key economic indicators, such
as low unem ploym ent, high consumer confidence, secure in 
comes, low interest rates and slow inflation all point to favorable
conditions for the industry for at least the next two years.
New home sales also declined in August, although less dramati
cally than housing starts, by approximately 2 percent over both
the previous month and last year at this time. Sales of new homes
dropped to a seasonally adjusted annual rate of 800,000 accord
ing to statistics compiled by the U.S. Department of Commerce.
Despite this drop, August m arked the tw entieth consecutive
month of sales above the 700,000 level, the longest such period
in almost twenty years. The supply of new homes for sale was the
tightest in four years, and just enough to last about four months
at the current sales rate, thus suggesting that there will likely be
ample opportunity for increased levels of housing construction in
the months ahead. Sales of new homes were weakest in the West
and Midwest, where they dropped 12.6 percent and 4.5 percent
respectively; those declines outweighed gains of 3.1 percent in the
South and 15.6 percent in the Northeast. In considering overall
industry conditions, auditors should keep in mind that regional
variations in the performance of construction industry segments
may differ significantly from national trends.
Given that the economy is now in its seventh year of expansion,
commercial and industrial building markets are expected to see in
creased levels of growth. Commercial construction often follows
growth in residential building, since businesses tend to follow peo
ple. Office construction is likely to improve in that the glut caused
by overbuilding in the 1980s has largely been absorbed, as evi
denced by an escalation in rents and lower vacancy rates. In addi
tion, the strength of the economy has forced businesses to expand
their facilities, creating greater demand for industrial building.
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The high end of the commercial real estate market remains fairly
strong. M any markets have been hard-pressed to meet the space
demand created by the healthy economy. That shortage should
generate increased construction activity.
The U .S. D epartm ent of Commerce, Bureau of Statistics has
compiled the following information relating to new construction
put in place (in $ billions of dollars):
Type o f Construction

1995

1996

1997*

2000-2002*

207.4

213 .2

216 .0

230.0

Office

22.6

22.1

24.0

26.0

Other

104.2

110 .1

115 .0

122.0

28.9

26.4

28.0

34.0

Residential

Industrial
Total private construction

363.1

371.8

383.0

4 12 .0

Highway

34.7

34.1

35.0

42.0

Sewer and Water

15.3

15.5

16.0

18.0

Other

73.6

74.1

76.0

78.0

Total public construction

123.6

123.7

127.0

138.0

Total

486.7

495.5

510.0

550.0

*Estimated amounts

Auditors should note that with growth rates expected to be lower
than last year, contractors may assume greater risks to maintain
profit margins1 One such risk might be the acceptance of a lowbail bid from a subcontractor who was unable to obtain bonding.
In such a circumstance, the contractor could be liable if the sub
contractor is not financially able to complete his portion of the
project. Auditors should m onitor these situations closely and
obtain reasonable assurance that m anagem ent has properly
identified, accrued for, and disclosed any such matters in accor
dance with FASB Statement No. 5, A ccounting f o r Loss C ontingencies
1. Some homebuilders have diversified their businesses by establishing finance sub
sidiaries to assist customers in funding their home purchases. In some cases, finance
subsidiaries have grown to include broader lending operations, mortgage servicing,
and other financial services. The AICPA Audit and Accounting Guide, Audits o f Finance
C om panies provides guidance for such entities.

9

(FASB, C urrent Text, vol. 1, sec. C59). Additionally, contractors may
enter into higher risk contracts with customers that pose a higher
credit risk in the hope of maintaining the operating results achieved
last year. In this circumstance, the auditor's assessment of the proper
valuation of receivables from such customers may take on increased
importance. Auditors may wish to consider extending their proce
dures in areas such as reviewing subsequent cash receipts, assessing
customer financial viability and past payment performance, and eval
uating the adequacy of allowances for doubtful accounts.
Other implications for audit risk in the current economic environ
ment that auditors may wish to consider include the following:
• Auditors should be alert to the potential that management
may have used overly optimistic assumptions when devel
oping estimates under last year's highly favorable economic
conditions. In light of current economic conditions such
assumptions m ay no longer be valid, and unless revised,
may result in material misstatements. This issue is consid
ered in the “Audit Issues and Developments” section of this
audit risk alert.
• Even under favorable economic conditions, a high level of in
herent risk is associated with management's judgments under
lying estimates of, for example, progress toward completion of
construction contracts. Such estimates in turn affect the deter
mination of revenues, cost of revenues, accounts receivable,
unbilled receivables, and retentions receivable.

Audit Issues and Developments
Revisions of Estimates
Executive Summary
• Auditors should be alert to the changes in economic conditions that
may call into question the accuracy o f accounting estimates that are
based on assumptions that may no longer be valid.
• Changes in estimates should be accounted for in accordance with APB
Opinion 20, Accounting Changes.
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• Auditors should be familiar with the guidance set forth in SAS No. 57,
Auditing Accounting Estimates, SAS No. 56, Analytical Procedures,
and SAS No. 73, Using the Work o f a Specialist, and SAS No. 1, AU
560, Subsequent Events when auditing accounting estimates.
What are the audit considerations relating to the revision of
estimates by construction contractors?
The year 1996 was a time of significant growth for m any seg
ments of the construction industry. And, while growth will con
tinue in 1997, it is expected to do so at a slower pace. This change
in economic conditions may call into question the accuracy of ac
counting estimates that are based on assumptions which may no
longer be valid. As such, it is likely that audit risk associated with
accounting estimates that appear in the financial statements of
construction contractors will be higher in the current year. Audi
tors should consider the risks associated with changing economic
conditions on management’s estimate revisions, and the estima
tion process in general. For example—
• W ith slower growth forecast, there is increased risk that
some construction contractors m ay be inclined to offset
lower revenue growth by underestimating costs to complete.
• Based on expectations of continued low inflation, manage
ment m ay underestimate future price escalations.
• Estimates of future financing costs m ay be understated by
using current interest rates rather than projected rates,
which are likely to rise despite the Federal Reserve’s recent
attempts to hold the line on increases.
Auditors should be particularly alert to the need for revisions to
estimates of total contract revenue, total contract cost, or extent
of progress toward completion and whether the revisions made
by management are appropriate. Revisions made to revenue, cost,
and profit estimates or in measurements of the extent of progress
toward completion are considered changes in accounting esti
mates as defined in Accounting Principles Board (APB) Opinion
No. 20, A ccounting Changes. That opinion requires that changes
in accounting estimates should be accounted for in the period of
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change so that the balance sheet at the end of the period of change
and the accounting in subsequent periods are as they would have
been if the revised estimate had been the original estimate.
Auditors should note that although estim ating is a continuous
and normal process for contractors, APB Opinion 20, paragraph
33, recommends disclosure of the effect of significant revisions if
the effect is material.
W hen auditing estimates and their revisions, auditors should be
fam iliar with Statement on Auditing Standards (SAS) No. 57,
A u d itin g A ccou n tin g E stim ates, which provides guidance on ob
taining and evaluating sufficient competent evidential matter to
support significant accounting estimates used in a client's finan
cial statements. The guidelines set forth by SAS No. 57 include:
• Identification of the circumstances that require accounting
estimates.
• Consideration o f internal control relating to developing
accounting estimates.
• Evaluating the reasonableness of management's estimate by
reviewing and testing the process used and the assump
tions made.
• Developing an independent expectation as to the estimate.
In evaluating estimates and their revisions, auditors should consider
the application of analytical procedures, which consist of evalua
tions of financial information made by a study of plausible relation
ships among both financial and nonfinancial data, to assist in
developing independent expectations as to the revision of estimates
used by construction contractors. Auditors may wish to compare
client-generated information with industry statistics to assess the
reasonableness of these financial statement assertions. The “Infor
mation Sources” and “The Internet—An Auditors Research Tool”
sections of this Audit Risk Alert, contain the names of several indus
try associations that may be helpful in obtaining such statistics. Au
thoritative guidance on the use of analytical procedures by auditors
is set forth in SAS No. 56, A nalytical P rocedures (AICPA, Professional
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Standards, vol. 1, AU sec. 329), which requires the use of analytical
procedures in the planning and overall review stages of all audits.
Auditors should also consider whether the construction contrac
tor has made appropriate disclosure of the use of certain signifi
cant estimates in the preparation of their financial statements
pursuant to SOP 94-6, D isclosure o f Risks a n d U ncertainties.
The technical complexities and subjectivity of estimates relating
to future events or the unique nature of the contractor’s work
may necessitate consideration of using the work of specialists, as dis
cussed in SAS No. 73, Using the Work o f a Specialist (AICPA, Profes
sional Standards, vol. 1, AU sec. 336). Expert opinions and analyses
from engineers, architects, appraisers, or attorneys may constitute
competent evidential matter that may be used to evaluate material
financial statement assertions. A specialist may be engaged by man
agement or the auditor to, for example, interpret complex contrac
tual arrangements or evaluate a construction projects percentage of
completion or estimates of costs to complete.
Auditors should also carefully consider the effects of post-balancesheet events on both the estimation process and revenue recognition
or loss accrual on construction contracts. Additional information
that enhances and refines the estimating process m ay be obtained
after the balance sheet date but before the issuance of the finan
cial statements. Such information should be used in establishing
the estimates used in the financial statements. Events occurring
after the date of the financial statements that are outside the nor
mal exposure and risk aspects of the contract should not be con
sidered refinements of the estimating process of the prior year but
should be disclosed as subsequent events. Auditors of construc
tion contractors should refer to SAS No. 1, C odification o f A udit
in g Standards a n d P rocedures (AICPA, P rofessional Standards, vol.
1, AU sec. 360, S u b seq u en t E vents). AU section 560 provides
guidance on events or transactions that have a material effect on
financial statements and that occur subsequent to the balancesheet date, but prior to the issuance of the financial statements and
the auditor’s report. Certain events or transactions may require ad
justment or disclosure in the financial statements.
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Additionally, auditors should note that some computerized sys
tems produce data that is used in generating estimates. If that in
formation, or the estimates themselves, are affected by the year
2000 issue, those estimates may be erroneous. Auditors should be
alert to the impact of the year 2000 issue on estimates, as well as
on other financial statement assertions. This matter is addressed
in the section “year 2000 issues” later in this Audit Risk Alert.
Practical guidance on auditing accounting estimates is available
in the nonauthoritative practice aid published by the AICPA titled
A uditing Estimates a n d O ther S oft A ccountin g In form ation : A P rac
tica l Guide. The publication includes information on how to effec
tively plan for the audit of soft accounting information; how to
gather and assess relevant audit evidence; and, proper financial
statement presentation and disclosure. Case examples along with
sources of information necessary to conduct general business and
industry research is also included.
Accounts Receivable
Executive Summary
Auditors should be familiar with the unique characteristics o f construc
tion contractor’s accounts receivable such as:
• Unbilled receivables
• Retentions
• Unapproved change orders and claims
• Contract scope changes
• Contract guarantees, cancellations, postponement provisions

What unique characteristics of construction contractor
receivables should auditors be familiar with?
The approach to the audit of a construction contractors accounts re
ceivable is similar to that followed in the audit of other types of in
dustrial and commercial enterprises. SAS No. 67, The C onfirm ation
Process, provides guidance about the confirmation process in audits
performed in accordance with generally accepted auditing standards
(GAAS). The auditor confirms accounts receivable, including reten
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tions receivable. The confirmation should request other pertinent in
formation, such as the contract price, payments made, and status of
the contract. The appendix of this Audit Risk Alert provides an ex
ample of a confirmation letter requiring positive confirmation that
may be used when auditing a contractor's receivables.
Auditors should note that certain characteristics of a construction
contractor’s accounts receivable, such as the following, may re
quire special consideration:
• Unbilled receivables. Unbilled receivables arise when rev
enues have been recorded but the amount cannot be billed
under the terms of the contract until a later date. Specifi
cally, such balances may represent (1) unbilled amounts aris
ing from the use of the percentage-of-completion method of
accounting, (2) incurred cost to be billed under cost-reim
bursement-type contracts, or (3) amounts arising from rou
tine lags in billing (for example, for work completed in one
month but not billed until the next month). It may not be
possible to confirm those amounts as receivables directly
with the customer; consequently, the auditor should apply
alternative audit procedures, such as the subsequent exam
ination of the billing and collection of the receivables and
evaluation of billing information on the basis of accumu
lated cost data.
• Retentions. These represent am ounts due but w ithheld
until the contract is completed and, in certain instances,
for even longer periods. They m ay also be subject to re
strictive conditions such as fulfillment guarantees. The au
ditor should perform tests in order to evaluate whether
retentions are recorded and subject to controls and in order
to satisfy himself that they will be collected when due.
• Unapproved change orders and claims. Such receivables are
often significant and recurring in the construction industry,
and the auditor should give special attention to receivables
arising from those sources. Because of the nature of those re
ceivables, the auditor may encounter difficulties in evaluating
their propriety or the collectibility of the related additional
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revenue. The auditor may be able to confirm the amounts of
unapproved change orders or claims with customers; however,
if confirmation is not possible or if the amounts are disputed,
the auditor should obtain evidence to evaluate the likelihood
of settlement on satisfactory terms and the collectibility of the
recorded amounts. Auditors should note that the conditions
that should be met under the requirements of Statement of
Position (SOP 81-1), A ccounting fo r P erform ance o f Construc
tion- Type a n d Certain P roduction- Type Contracts, before a re
ceivable should be recorded require adequate evidence to
allow for such an evaluation. To accomplish such an evalua
tion, the auditor should review the terms of the contract and
should document the amounts by discussions with the con
tractor's legal counsel and with contractor personnel who are
knowledgeable about the contract. The auditor should evalu
ate the propriety of accumulated costs underlying unapproved
change orders and claims that are the basis for significant ad
ditional contract revenues. The auditor should consider the
quality and extent of the documentary evidence supporting
the claim and the extent to which management has pursued
the claim; the auditor also should consider consultation with
technical personnel as well as obtaining an opinion from legal
counsel. In evaluating a claim, the auditor may consider the
contractor's past experience in settling similar claims.
• Contract scope changes. Scope changes on contracts, par
ticularly cost-plus contracts, may not be well documented.
Large cost-plus contracts frequently evolve through various
stages of design and planning, with numerous starts and
stops on the part of both the customer and the contractor.
As a result, the final scope of the contract may not always
be clearly defined. The auditor should carefully examine
costs designated to be passed through to the customer
under such contracts and should determine whether the
costs are reimbursable or whether they should be absorbed
by the contractor as unreimbursable contract costs.
• Contract guarantees and cancellation or postponement pro
visions. A careful reading of a contract is required to identify
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guarantees or contingencies associated with a project. The
auditor should consider whether the contractor has given
adequate consideration to the cost of fulfilling contract
guarantees. In addition, many contracts contain cancellation
and postponement provisions. In reviewing significant con
tracts and subcontracts, the auditor should note such provi
sions. Cancelled or postponed contracts may be identified in
the contractor’s records or may be disclosed in other ways
during the audit, such as through the auditor's confirmation
procedures. For a contract that has been cancelled, the audi
tor should evaluate the contractor's right and ability to re
cover costs and damages under the contract. For contracts
that have been postponed, the auditor should evaluate
whether the estimated cost to complete is documented and
reflects inflationary factors that may cause costs to increase
because of the delay in the performance of the contract. The
auditor should consider the reason for postponement and its
ultimate implications, because a postponement could ulti
mately lead to a cancellation with attendant problems relat
ing to the recoverability of costs. In this area of the audit, the
auditor should consider consultation with legal counsel in
evaluating the client's contractual rights.
• Collectibility. As work progresses on the contract, construc
tion contractors m ay experience problems relating to the
collectibility of receivables that differ from those found in
industrial and commercial companies. Problems may result
from the long period of the contract, the size of the con
tract, the possibility for disputes, and the type of financing
the customer has arranged. The auditor should review the
contractor's determination of collectibility and also con
sider performing such auditing procedures as a review of fi
nancial statements of the customer or a review of the
financing arrangements entered into by the customer with a
third party, even though there may be no apparent indication
that the receivable might not be collectible. In the evaluation
of the ability of the customer to satisfy his obligations, the
auditor should also consider the stage of completion of the
contract, the past payment performance of the customer,
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and the amount of the contract price yet to be billed under
the contract— not solely the customer’s ability to remit the
year-end outstanding balance. In the event of indications
that a customer may be unable to pay the contractor, the
auditor should consider the extent to w hich bonding
arrangements and lien rights will lim it possible losses by
the contractor. The auditor should consider whether lien
rights have been filed to protect the contractor’s rights.
Reviewing Contracts
What should auditors be aware o f when reviewing construction
project contract files?
In the planning phase of an audit of the financial statements of a
construction contractor, one of the auditor's key objectives is to gain
an understanding of the business, that is, the nature of the contrac
tor’s work and the significant operations in which it is involved.
These objectives can generally be achieved through the review of a
representative sample of the contractor’s outstanding contracts.
A project contract is one of the most significant documents to au
ditors of construction contractors. The contract generally contains
all of the technical, legal, and financial information associated
with a particular construction job.
To obtain a general understanding of a contractor’s operations,
the auditor should review the terms of the selected contracts cur
rently in force. These should include not only contracts with cus
tomers, but those contracts w ith subcontractors as w ell. The
auditor will find that the information obtained in the preliminary
review of contracts will be of value at various stages of the audit.
Information that the auditor would generally expect to find in
the contract files includes:
• Job number.
• Type of contract.
• Contract price.
• Invitation to bid, instructions to bidders, and notice of award.
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• Original cost estimate and related gross profit.
• Billing and retention terms.
• Provisions for changes in contract prices and terms, such as
escalation, cancellation, and renegotiation.
• Penalty or bonus features relating to completion dates and
other performance criteria.
• Bonding and insurance requirements.
• Location and description of project.
Additionally, contract files may disclose information relating to
bids entered by other contractors. If such information is avail
able, the auditor may wish to consider investigating significant
differences between such bids and the related contracts to evalu
ate whether there may be inherent errors in the estimating and
bidding process.
In conducting their contract review, auditors should be aware of
the four basic types of contracts typically used in construction
projects. T hey are distinguished on the basis of their pricing
arrangements:
• Fixed-price or lump-sum contracts. A fixed-price or lum p
sum contract is a contract in which the price is not usually
subject to adjustm ent because o f costs incurred by the
contractor.
• Time-and-material contracts. Time-and-material contracts
are contracts that generally provide for payments to the con
tractor on the basis of direct labor hours at fixed hourly rates
(that cover the cost of direct labor and indirect expenses and
profit) and cost of materials or other specified costs.
• Cost-type contracts. Cost-type contracts provide for reim
bursement of allowable or otherwise defined costs incurred
plus a fee that represents profit. Cost-type contracts usually
only require that the contractor use his best efforts to accom
plish the scope of the work within some specified time and
some stated dollar limitation.
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• U nit-price contracts. U nit-price contracts are contracts
under which the contractor is paid a specified amount for
every unit of work performed. A unit-price contract is es
sentially a fixed-price contract with the only variable being
units of work performed. Variations in unit-price contracts
include the same type of variations as fixed-price contracts.
A unit-price contract is normally awarded on the basis of a
total price that is the sum of the product of the specified
units and unit prices. The method of determ ining total
contract price may give rise to unbalanced unit prices be
cause units to be delivered early in the contract may be as
signed higher unit prices than those to be delivered as the
work under the contract progresses.
The contract types enumerated above may contain common vari
ations on the basic format. The Audit and Accounting Guide,
C o n stru ctio n C on tra cto rs should be consulted for additio nal
information.
Related-Party Transactions
What are the key audit considerations o f related-party
transactions?
Related party relationships occur with relative frequency among
construction contractors. For example, joint ventures2 and direct
or indirect affiliations with related businesses are common rela
tionships within the industry. Concerns relating to legal liability,
taxation, labor issues, com petition, lim ited financial resources
and regulatory constraints often necessitate the need for relation
ships such as these.
Related party transactions occur when a transacting party has
the ability to substantially influence or exercise control over an
other transacting party because of a financial, common owner
ship, or fam ilial relationship w ith that party. T hey m ay also
2. Auditors should consider whether the contractor’s investment in a joint venture is
properly accounted for in accordance with the AICPA Audit and Accounting Guide

C onstruction Contractors.
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occur when a nontransacting party can significantly affect the
policies of two other transacting parties. There is always the risk
that a transaction between related parties m ay not have taken
place or m ay have been on different terms if the entities were
autonom ous and pursued their own best interests. As such,
FASB Statement No. 57, R ela ted P arty D isclosures (FASB, C ur
ren t Text, vol. 1, sec. R36) presumes that all related party trans
actions are not at arms-length.
FASB Statement No. 57 sets forth the accounting and disclosing
requirements for related-party transactions. Certain accounting
pronouncements prescribe the accounting treatment when re
lated parties are involved; however, established accounting princi
ples generally do not require transactions with related parties to
be accounted for on a basis different from that which would be
appropriate if the parties were not related. Auditors should view
related-party transactions within the framework of existing pro
nouncements, placing emphasis on the adequacy of disclosure.
SAS No. 45, O m nibus S tatem en t on A uditing Standards— 1983,
(AICPA, Professional Standards, vol. 1, AU sec. 334 “Related Parties”)
provides guidance on procedures auditors should consider when they
are performing an audit of financial statements in accordance with
GAAS to identify and report on related-party relationships and
transactions. Auditors should satisfy themselves concerning the re
quired financial statement accounting and disclosure.
In addition, SAS No. 82, C onsideration o f F rau d in a F in a n cia l
S ta tem en t A udit (AICPA, P rofession al Standards, vol. 1, AU sec.
316; see the “Client Fraud” section of this Audit Risk Alert) lists
the following fraud risk factors that may involve transactions with
related parties:
• Significant related party transactions not in the ordinary
course of business (including transactions with related en
tities that are unaudited or audited by another firm).
• Unusual or highly complex transactions (particularly those
close to year end) that are difficult to assess for substance
over form).
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• Overly complex organizational structure involving numer
ous or unusual legal entities, lines of authority, or contrac
tual arrangements that do not appear to have a clear
business purpose.
• Difficulty in determining the individuals or organizations
that control the entity.
Client Fraud
Executive Summary
• Auditors should maintain an attitude o f professional skepticism as to
the commission o f fraud even during periods o f relative economic
prosperity. Declining growth patterns may suggest higher levels o f
risk o f material misstatement due to fraud.
• Auditors should be familiar with the requirements o f the new fraud
standard, SAS No. 82, Consideration o f Fraud in a Financial Statement
Audit, which provides, among other things, that auditors specifically
assess the risk o f material misstatement due to fraud in every audit.
• To assist in the understanding and implementation o f the new SAS
the AICPA has published Considering Fraud in a Financial Statement
Audit: Practical Guidance fo r Applying SAS No. 82, and created a con
tinuing professional education course, Consideration o f Fraud in a

F inancial Statement Audit: The A uditor’s Responsibilities Under the
New SAS, along with additional information available at the AICPA
Web Page, http://www.aicpa.org.

Is client fraud a problem in the construction industry during
times of relative economic prosperity? What are the auditor's
responsibilities to detect fraud under the new auditing standard?
W hile there may be a greater likelihood for the existence of pressures
or incentives to commit fraud during recessionary periods, auditors
should not become complacent by accepting the notion that little or
no fraud will be perpetrated during periods of relative economic
prosperity. Fraudulent acts can and are committed in many different
settings— for many different reasons. Auditors should not assess the
risk of material misstatement due to fraud on the basis of precon
ceived notions, but rather on an individual assessment of risk factors
unique to a given construction contractor client.
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Although 1997 is expected to be a growth year for most segments
of the construction industry, it is likely to fall short of 1996 levels.
As a result, management may feel pressure to materially misstate
their financial statements to keep pace with prior year’s results.
Auditors should maintain an attitude of professional skepticism
concerning the commission of fraud even though external condi
tions (for example, relative economic prosperity within the indus
try), may on the surface, suggest otherwise. Auditors should also
note that, along with client bankruptcy, fraud is one of the more
common reasons for litigation against auditors.
For audits of financial statements for periods ending on or after
December 15, 1997, auditors should comply with the guidance set
forth under SAS No. 82. Issue in February 1997 by the Auditing
Standards Board (ASB), the new Standard supersedes SAS No. 53,
The A uditors R esponsibility to D etect a n d R eport Errors a n d Irregular
ities in a F inancial S tatem ent A udit (AICPA, P rofessional Standards,
vol. 1, AU sec. 316A),3 and amends SAS No. 47, A udit Risk a n d
M a teria lity in C o n d u ctin g an A udit (AICPA, P rofession a l S tan
dards, vol. 1, AU sec. 312). It also amends SAS No. 1, C odification
o f A uditing Standards a n d Procedures, R esponsibilities a n d F unctions
o f th e In d ep en d en t A uditor (AICPA, P rofessional Standards, vol. 1,
AU sec. 110), and D ue P rofessional Care in th e P erform an ce o f Work
(AICPA, P rofessional Standards, vol. 1, AU sec. 230).
Specifically, the new standard:
• Describes two types of misstatements that are relevant to
the auditor’s consideration in a financial statement audit:
misstatements arising from fraudulent financial reporting,
and misstatements arising from misappropriation of assets.
• Requires the auditor to specifically assess the risk of material
misstatement due to fraud on every audit and provides cate
gories of fraud risk factors that the auditor should consider in
making that assessment. It provides examples of fraud risk fac
tors that, when present, might indicate the presence of fraud.3

3. A comparison o f the requirements of SAS No. 53 with that of SAS No. 82 is pre
sented in the appendix o f the Audit Risk Alert 1997/98.
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Offers guidance on how the auditor may respond to the re
sults of the assessment.
• Reaffirms the requirement that the auditor communicate
known instances of fraud to an appropriate level of man
agement and the audit committee and, under certain cir
cumstances, appropriate regulators.4
• Provides guidance on the evaluation of test results as they
relate to the risk of material misstatements due to fraud.
• Requires the auditor to document evidence of the perfor
mance of the assessment including risk factors identified as
present and the auditor’s response thereto.
The following are examples of some fraud risk factors that might
be encountered in the audits of construction contractors. This list
is not all-encompassing. Additionally, the presence of these cir
cumstances does not necessarily indicate the existence of fraud.
Fraudulent Financial Reporting
Management Characteristics:
• Management adopts overly aggressive accounting positions
w ith respect to the use of the percentage-of-completion
method.
• Smaller, single-owner construction contractor dominates
decision-making without effective compensating controls
such as the oversight provided by an audit committee or
board of directors.
• M anagem ent shows a disregard for, or an inclination to
circumvent, the numerous regulatory restrictions to which
the contractor m ay be subject.
• Non financial management has excessive involvement in
the development of significant construction project ac
counting estimates.

4. See appendix of the Audit Risk Alert 1997/98 for the excerpt from the Private Securities
Litigation Reform Act o f 1995— Auditor Disclosure o f Corporate Fraud.
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Industry Conditions:
• The contractor is involved in construction projects that are
subject to significant regulatory restrictions (for example,
by the Environmental Protection Agency) that m ay ad
versely affect the project’s profitability.
• The contractor is confronted w ith intense com petition
that has a negative impact on profit margins.
Operating Characteristics and Financial Stability:
• Excessive reliance on the contractor’s cash flow from newer
projects to meet the financing needs of existing construc
tion projects.
• The contractor has difficulties in establishing and maintain
ing business relationships with bonding or surety agencies.
• The contractor has an excessive number of claims by pro
ject owners relating to alleged inadequacies in contract
performance.
• The contractor has demonstrated an inability to accurately
estimate total costs on contracts for either bidding or fi
nancial reporting purposes.
Misappropriation of Assets
Susceptibility of Assets to Misappropriation:
• The contractor maintains or transacts in large amounts of cash.
• The contractor’s tools, supplies and equipment are easily
susceptible to misappropriation due to size, portability or
marketability.
In an effort to assist auditors in the understanding and implemen
tation of SAS No. 82, the AICPA has undertaken the following:
• Issued C on sid erin g F raud in a F in a n cia l S ta tem en t A udit:
P ra ctica l G uidance f o r A pplying SAS No. 82 (product no.
008883SM ). This AICPA publication provides nonau
thoritative guidance to practitioners on considering fraud
in financial statement audits. This publication provides
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im plem entation guidance, industry-specific risk factors
(along with suggested audit responses) and various practice
aids (audit procedures, sample workpaper documentation,
and engagement and representation letters). Additionally,
the AICPA publishes a pamphlet designed to explain the re
quirements of SAS No. 82 to audit clients titled The A udi
to rs R esponsibility f o r D etectin g F raud (product no. 06067).
• Created a continuing professional education course, C on
sideration o f F raud in a F in a n cial S tatem ent Audit: The A udi
t o r ’s R espon sibilities U nder th e N ew SAS. This course has
been published and is available in both seminar and selfstudy versions. A CD-ROM version will be available soon.
• Developed a speech outline of SAS No. 82, along with a
comparison of SAS No. 82 and SAS No. 53 and details on
upcoming conferences on the new SAS. These are available
on the AICPA Web Page, http://www.aicpa.org.
The Year 2000 (Y2K) Issue
Executive Summary
• Unless corrective actions are taken, the year 2 0 0 0 may cause ac
counting and financial information systems to produce inaccurate
date related output.
• The Audit Issues Task Force will soon issue guidance on the auditor’s
responsibility to detect year 2000 issues, auditing planning consider
ations and the circumstances under which year 2000 issues may con
stitute reportable conditions.
• Auditors may wish to include references to the year 20 0 0 issue in
their engagement and management letters.
• Auditors should consider client accounting for the year 2000 issues
pursuant to such pronouncements as EITF Issue No. 96-14 , SOP
94-6, ARB 43 and FASB Statement Nos. 5 and 121. For publiclyheld entities, SEC rules and regulations should be considered.
• Auditors should be alert to the litigation threats that may arise from
the year 2000 issue.
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How will the arrival of the year 2000 affect the accounting
and financial information systems of construction contractors?
What issues need to be addressed this year?
The majority of computer programs in use today have been de
signed to store dates in the dd/mm/yy (date/month/year) format,
thus allowing only two digits for each date component. For ex
ample, the date December 3 1 , 1997 is stored in most computers
as 12/31/97. Inherent in programming for dates in this manner is
the assumption that the designation “97” refers to the year 1997.
Initially developed as a cost saving technique, this long standing
practice of using two-digit year input fields will cause many com
puters to treat the entry “00” as 1900.Therefore, such programs
will recognize the date January 1, 2000 (01/01/00) as January 1,
1900! Unless remedied, significant problems relating to the in
tegrity of all information based on time will then arise. Inventory
control systems m ight treat new items as obsolete, receivables
m ay be erroneously identified as past due, interest calculations
will be incorrect, paid-up insurance policies may be considered
expired, computerized equipment maintenance schedules will be
adversely affected, as will expiration dates for credit cards and pe
riodical subscriptions, and so on. To further complicate the issue,
even if an entity’s computer software/hardware has been modified
to resolve the problem, it may be affected by the computer sys
tems of customers, vendors or third-party data-processing ser
vices where no such m odifications have been made. In one
current situation, a major credit card issuer had to recall its cards
when expiration dates for the year 2000 and beyond were rejected
by retailers’ systems.
How widespread is the problem? It is currently estimated that less
than 3 5 percent of North American businesses have addressed this
issue in any substantive manner. Europe may be even further be
hind, with less than 10 percent of organizations actively seeking so
lutions. The cost of modifying systems to correctly accept the “00”
entry as the year 2000 approaches is expected to be very significant.
Preliminary estimates indicate that worldwide costs could total
hundreds of billions of dollars over the next several years.
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W hat are the auditor’s responsibilities in this area? The AICPA’s
Audit Issues Task Force (AITF) of the ASB will soon issue a series
of interpretations of the auditing standards to explain just that.
The interpretations are to address three questions:
1. Does the auditor of financial statements have a responsi
bility to detect the year 2000 issue?
2. How does the year 2000 issue affect the planning for an
audit of financial statements?
3. Under w hat circumstances is the year 2000 issue a re
portable condition?
Even in situations where in the auditor's judgement the year 2000
issue is not a reportable condition (and even where the effects of
the problem have not been detected), auditors are encouraged to
discuss the issue with their audit clients.
SAS No. 83, E stablishing an U n derstandin g w ith th e C lien t (see
the “New Auditing Pronouncements” section of this Audit Risk
Alert) requires auditors to obtain an understanding w ith the
client regarding the service to be performed, including the objec
tives and limitations of an audit of financial statements. Auditors
may wish to specifically address the year 2000 issue in connection
with obtaining that understanding and may consider adding lan
guage such as the following to their engagement letter:
Because many computerized systems use only two digits to
record the year in date fields (for example, the year 19 9 8 is
recorded as 98), such systems may not be able to accurately
process dates ending in the year 2000 and after. The effects o f
this issue will vary from system to system and may adversely
affect an entity’s operations as well as its ability to prepare fi
nancial statements.
An audit o f financial statements conducted in accordance with
generally accepted auditing standards is not designed to detect
whether the company’s systems are year-2000-compliant. Further,
we have no responsibility with regard to the Company’s efforts to
make its information systems year-2000-compliant. These are re
sponsibilities o f the Company’s management. However, we may
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choose to communicate matters that come to our attention relat
ing to the year 2000 issue for the benefit o f management.

The auditor also may wish to consider whether year 2000 related
problems should be highlighted in their management comment
letters. Through inquiries of client personnel, the auditor may ob
tain information regarding the client's understanding of the year
2000 issue and, if applicable, the progress of its year 2000 compli
ance efforts. The auditor may wish to communicate to senior man
agement and audit committee the results of such inquiries and any
observations regarding the year 2000. However, auditors should be
cautious in these communications not to imply an assumption of
assuring year 2000 compliance. Illustrative language that auditors
m ay want to add to their management letter regarding the year
2000 issue can be found in Audit Risk Alert 1997/98.
Depending on the company’s reliance on date-dependent pro
cessing and the state of preparedness for the year 2000, the audi
tor may want to also address certain other situations relating to
the year 2000 issue in his or her m anagem ent letter. Some of
these situations may be —
• The client has not begun to address the year 2000 issue.
• The client recognizes the issue, but needs to develop a year
2000 compliance program.
• The client recognizes the issue, but needs to assess the ef
fect of the year 2000 issue on its systems.
• The client needs to consider the budget/resource implica
tions of the plan.
• The client is not currently meeting its year 2000 compli
ance project’s timetables.
• The client purchases software from vendors and believes
the year 2000 issue does not affect it.
Auditors should consider whether costs associated with their client’s
modification of computer systems pursuant to the Y2K issue have
been properly accounted for. The FASB’s Emerging Issues Task
Force (EITF) has considered this matter in EITF Issue No. 96-14,
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A ccounting f o r th e Costs A ssociated w ith M od ifyin g C om puter Soft
w are f o r the Year 2000. This issue addresses accounting for the ex
ternal and internal costs specifically associated w ith the
modification of internal-use computer software for the year 2000.
The issue does not address purchases of hardware or software that
replace existing software that is not year 2000 compliant, nor does
it address impairment or amortization issues relating to existing
assets. The Task Force reached a consensus that external and inter
nal costs specifically associated with modifying internal-use soft
ware for the year 2000 issue should be charged to expense as
incurred. SEC staff has agreed with the EITF consensus.
In some circumstances, the year 2000 issue m ay render certain
client assets (for example, computer hardware/software) obsolete
or inoperable. Accordingly, auditors m ay wish to consider
whether the client has properly accounted for such events by ap
propriately adjusting useful lives and/or residual values, or recog
nizing im pairm ent losses pursuant to the guidelines set forth
under FASB Statement No. 121, A ccountin g f o r th e Im pairm en t o f
L on g-L ived Assets a n d f o r L on g-L ived Assets to B e D isp osed O f
(FASB, C urrent Text, vol. 1, sec. I08).
Auditors of publicly-held companies should consider the Secu
rities and Exchange Com mission’s (SEC’s) disclosure require
ments. In August 1997, the SEC staff issued a revised speech
outline titled, C urren t F in a n cia l R ep ortin g a n d D isclosu re Issues
a n d R ulem ak ing P rojects o f th e D ivision o f C orporation F inance.
W hile not authoritative, staff speeches provide valuable insight
into the Securities and Exchange C om m ission (SEC) staff’s
thinking on a particular matter and their approach toward re
solving registrant issues. The SEC Web site, www.sec.gov con
tains the com plete text of staff speeches. The SEC has also
announced p ublicly that com panies m ust keep investors in 
formed about the costs of adapting computer systems to handle
the changes necessary for the year 2000. The SEC’s division of
corporation finance will look for disclosures of significant com
puter costs and potential liabilities as it reviews offering registra
tions and merger transactions.
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Auditors should also be aware of the potential legal threat relating
to year 2000 issues. Some litigation consultants have indicated
that lawsuits against corporate officers, directors and perhaps au
ditors will begin before 2000 over their failure to recognize and
remedy the problem. Some clients may be ignorant as to these
matters. Others m ay underestimate the magnitude of the prob
lem. Those who mistakenly believe that these problems should be
addressed and resolved as part of the audit process are most likely
to seek legal recourse if that outcome is not achieved. Auditors
m ay wish to educate their clients on this new challenge and its
implications. Auditors may wish to incorporate these issues in the
engagement letter by outlining the responsibilities of the both the
client and the auditor. Thus, by advising their client’s and plan
ning ahead auditor’s m ay prevent any potential disputes w ith
their client while at the same time helping them understand the
seriousness of the problem and identifying resources that may be
needed to address the issues.
Additional information relating to the year 2000 issue is available
on the Internet at the following Web sites:
• Year 2000 Home Page— http://www.year2000.com
• Year 2000 Technical Audit Center page of AuditServe—
http://www.auditserve.com
• AuditNet Year 2000 Resources for Auditors— http://users.
aol.com/auditnet/y2kaudit.htm
• AICPA Web site— http://www.aicpa.org (An AICPA pub
lication detailing the specific Y2K issues of concern to the
profession is expected to be made available at this site in
the near future)
The Internet— An Auditor’s Research Tool
Can auditors use the Internet to perform more efficient audits?
If used appropriately, the Internet can be a very valuable tool for
auditors of construction contractors. Through the Internet, au
ditors can access a wide variety of global business information.
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For example, inform ation is available relating to SEC filings,
professional news, state CPA society information, Internal Rev
enue Service inform ation, software downloads, university re
search materials, currency exchange rates, stock prices, annual
reports,5 legislative and regulatory initiatives, and construction
industry trade associations. Not only are such materials accessi
ble from your computer, but many are available at any time, free
of charge.
Some resources provide direct information while others may simply
point to information inside and outside of the Internet. Auditors
can use the Internet to:
• Obtain audit and accounting research information.
• Obtain texts such as audit programs.
• Discuss audit issues with peers.
• Communicate with audit clients.
• Obtain information on professional associations.
There are some caveats to keep in mind when using the Internet.
Remember that reliability varies considerably. Some information
on the Internet has not been reviewed or checked for accuracy,
therefore be cautious when accessing data from unknown or
questionable sources. W hile there is a vast amount of information
available on the Internet, much of it is of little or no value to au
ditors. Accordingly, learn to use search engines effectively to m in
imize the amount of time browsing through useless information.
The Internet is best used in tandem with other research tools,
since it is unlikely that all desired research can be conducted
solely from Internet sources.
Some Web sites that may provide valuable information to audi
tors include:

5. See discussion in the “New Auditing and Attestation Pronouncements” section of
this Audit Risk Alert relating to the Auditing Interpretation, Other Information in
Electronic Sites Containing Audited Financial Statements.
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Name o f Site

Content

Internet Address

A m e rican In stitu te o f
C PA s

h ttp :/ / w w w .aicpa.org
S u m m aries o f recen t
a u d itin g a n d o th er p ro 
fession al stan d ard s as w e ll
as o th er A IC P A activ ities

F in an c ial A c c o u n tin g
S tan d ard s B oard

S u m m aries o f recen t
a c c o u n tin g p ro n o u n ce 
m en ts a n d o th er FASB
activ ities

C PA s W e e k ly
N ew s U p d ate

http://w w w .hbpp.com /
A n e le ctro n ic n ew sletter
w e ek u p / w eek u p .h tm l
w ith top ics o f in terest to
acco u n tan ts a n d au d ito rs.

A u d itN e t

E lectro n ic c o m m u n ic a 
tio n s am o n g a u d it
p rofessionals

C P A n et

L in k s to o th er w eb sites o f http://w w w .cpalinks.com /
in terest to C PA s

T h e B u ild ers
B usiness N ew s

O n lin e new s service
for th e arc h ite ctu re ,
e n g in e e rin g an d
c o n stru c tio n in d u stry

T h e C o n stru c tio n N e t

Free o n lin e n ew sletter an d h ttp : // w w w .co nstuction
o th er resources re la tin g to n e t.n e t
the co n stru c tio n in d u s try

G u id e to W W W for
R esearch an d A u d itin g

B asic in stru c tio n s o n h o w h ttp : //w w w .tetran et.n et/
to use the W eb as an au d it users/gaostl/g u id e .h tm
in g research too l

A c c o u n tan t’s H o m e Page

R esources for accou ntan ts, http :/ / w w w .com pu ter
cpa.com /
fin a n c ia l an d busin ess
professio nals

D o u b le E ntries

A w e e k ly n ew sletter on
a c c o u n tin g a n d a u d itin g
a ro u n d th e w o rld

http://w w w .csu.edu.au/
lists.anet/A D B L E -L/
in d e x .h tm l

In tern et B u lle tin
for C PA s

C P A tool for Internet sites,
d iscu ssio n gro u p s, an d
o th er resources for C PA s

h ttp :// w w w .k en tis com/
ib .h tm l
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http://w w w .fasb.org

h t tp ://w w w . c o w a n .e d u .
a u /m ra/ h o m e.h tm

h ttp ://w w w .n w b u ild
n et.co m

New Auditing and Attestation Pronouncements
New Auditing Standards
Executive Summary
New Auditing Standards include—
• SAS No. 83, Establishing an U nderstanding With the Client,
• SAS No. 84, Communications Between Predecessor and Successor Audi
tors, and
• SAS No. 85, M anagement Representations.
SAS No. 83, and Statement on Standards for Attestation
Engagements (SSAE) No. 7, Establishing an Understanding
With the Client
In October 1997, the ASB issued SAS No. 83, and SSAE No. 7,
E sta b lish in g an U n d ersta n d in g W ith th e C lien t. The SAS and
SSAE—
• Require the practitioner to establish an understanding
with the client that includes the objectives of the engage
ment, the responsibilities of management and the auditor,
and any limitations of the engagement.
• Require the practitioner to document the understanding
w ith the client in the workpapers, preferably through a
written communication with the client.
• Provide guidance for situations in which the practitioner
believes that an understanding with the client has not been
established.
The SAS also identifies specific matters that ordinarily would be
addressed in the understanding with the client, and other con
tractual matters an auditor might wish to include in the under
standing. SAS No. 83 and SSAE No. 7 are effective for engagements
for periods ending on or after June 15, 1998. Earlier application
is permitted.
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SAS No. 84, Communications Between Predecessor and
Successor Auditors
In October 1997, the ASB issued SAS No. 84, C om m u n ication s
B etw een P redecessor a n d S uccessor A uditors (AICPA, P rofession al
Standards, vol. 1, AU sec. 315). This Statement provides guid
ance on communications between predecessor and successor au
ditors when a change of auditors is in process or has taken place.
It also provides communications guidance when possible m is
statements are discovered in financial statements reported on by a
predecessor auditor. The SAS applies whenever an independent
auditor is considering accepting an engagement to audit or reau
dit financial statements in accordance with GAAS, and after such
auditor has been appointed to perform such an engagement. SAS
No. 84 will be effective with respect to acceptance of an engage
ment after March 31, 1998. Earlier application is permitted.
SAS No. 85, Management Representations
The ASB expects to issue SAS No. 85, M anagem ent Representations
(AICPA, Professional Standards, vol. 1, AU sec. 333) in November
1997. The SAS establishes a requirement that an independent audi
tor, performing an audit in accordance with GAAS, obtain written
representations from management for all financial statements and pe
riods covered by the auditor's report. Additionally, the SAS provides
guidance concerning the representations to be obtained. An illustra
tive management representation letter is included in the Statement.
SAS No. 85 will be effective for audits of financial statements for peri
ods ending on or after June 30, 1998. Earlier application is permitted.
Auditors should note that the AICPA Audit and Accounting Guide,
Construction Contractors suggests that certain additional repre
sentations be included relating to the following matters:
• Method of income recognition used
• Provisions for losses on contracts
• Unapproved change orders, claims, and contract postpone
ments of cancellations.
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• Backlog information, if presented in the financial statements.
• Joint venture participation and other related party transactions.
New Auditing and Attestation Interpretations
Executive Summary
N e w A u d it in g I n t e r p r e t a tio n s :

• Other Information in Electronic Sites Containing Audited Financial State
ments, a n in te r p r e t a tio n o f S A S N o . 8 , Other Information in Documents
Containing Audited Financial Statements.
• Use o f Explanatory Language Concerning Unasserted Possible Claims or
Assessments in Lawyers’ Responses to Audit Inquiry Letters a n in t e r p r e t a 
t io n o f S A S N o . 1 2 , Inquiry o f a Client’s Lawyer Concerning Litigation,
Claims, and Assessments.
• Applying Agreed-Upon Procedures to All, or Substantially All, o f the Ele
ments, Accounts, or Items o f a Financial Statement, o f S t a t e m e n t o n
A u d it in g S ta n d a r d s N o . 7 5 , Engagements to Apply Agreed-Upon Proce
dures to Specified Elements, Accounts, or Items o f a Financial Statement.
• A m e n d e d I n t e r p r e t a t io n N o . 1, Specific Procedures Perform ed by the
Other Auditor at the Principal Auditor’s Request o f A U s e c tio n 5 4 3 ,
Part o f Audit Perform ed by Other Independent Auditors.
•

A u d it in g in t e r p r e t a t io n , “E v a lu a t in g th e A d e q u a c y o f D is c lo s u r e in
F in a n c ia l S t a t e m e n t s P r e p a r e d o n t h e C a s h , M o d if ie d C a s h , o r I n 
c o m e T a x B a sis o f A c c o u n t in g ,” o f S t a t e m e n t o n A u d it in g S ta n d a r d s
N o. 6 2 ,

Special Reports.

A t t e s t a t io n I n t e r p r e t a t io n :

• Reporting on an Entity’s Internal Control over Financial Reporting,

an

in t e r p r e t a t io n o f A T S e c t io n 4 0 0 .
A I T F A d v is o r y :

• Reporting on the Computation o f Earnings Per Share
The AITF of the ASB has issued new auditing Interpretations, an
attestation Interpretation and amended an existing auditing In
terpretation. All are discussed in the following paragraphs. Inter
pretations are issued by the AITF to provide timely guidance on
the application of ASB pronouncements and are reviewed by the
ASB. An Interpretation is not as authoritative as a pronounce
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ment of the ASB; however, practitioners should be aware that
they may have to justify departures from an Interpretation if the
quality of their work is questioned.
A u d itin g In terp reta tio n s. “Other Information in Electronic Sites
Containing Audited Financial Statements” (AICPA, P rofessional
Standards, vol. 1, AU sec. 9550) is a new Interpretation of SAS
No. 8, O th er In form a tion in D ocu m en ts C on ta in in g A u d ited F i
n a n cia l S tatem en ts. It explains the auditor’s responsibility for
other information in an electronic site, such as a company loca
tion on the World W ide Web on the Internet, when a client puts
its audited financial statements and accompanying auditor’s report
on the site. The Interpretation states that electronic sites are a means
of distribution and are not documents, as that term is used in SAS
No. 8. Thus, auditors are not required by SAS No. 8 to read infor
mation contained in electronic sites or to consider the consistency of
other information in electronic sites with the original documents.
Auditors may be asked by their clients to render professional ser
vices about information in electronic sites. Such services, which
might take different forms, are not contemplated by SAS No. 8.
Other auditing or attestation standards m ay apply, for example,
agreed-upon procedures pursuant to SAS No.75, E ngagem ents to
A pply A greed- Upon P rocedu res to S p ecified E lem ents, A ccounts, or
Item s o f a F in a n cia l S tatem ent (AICPA, P rofessional Standards, vol.
1, AU sec. 622) or SSAE No. 4, A greed-U pon P rocedures E ngage
m en ts (AICPA, P rofession a l S tandards, vol. 1, AT sec 600) de
pending on the nature of the service requested.
The AITF issued an auditing Interpretation of SAS No. 12, In 
q u iry o f a Client's L aw yer C on cern in g L itigation, Claims, a n d Assess
m en ts (AICPA, P rofession a l Standards, vol. 1, AU sec. 337), in
January 1997, entitled “Use of Explanatory Language Concerning
Unasserted Possible Claims or Assessments in Lawyers’ Responses
to Audit Inquiry Letters” (AICPA, P rofessional Standards, vol. 1,
AU sec. 9337.31-.32). The Interpretation indicates that the inclu
sion of certain explanatory comments to emphasize the preserva
tion of the attorney-client privilege, in responses by lawyers to
audit inquiry letters, does not result in an audit scope limitation.
The Interpretation also reminds auditors of the requirement in
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SAS No. 12 to obtain the lawyer’s acknowledgment of his or her
responsibility to advise and consult with the client concerning fi
nancial statement disclosure obligations for unasserted possible
claims or assessments.
The AITF has issued an auditing interpretation, A pplying A greedUpon P rocedures to All, o r Substantially All, o f the Elements, Accounts,
o r Item s o f a F in a n cia l S tatem ent, of SAS No. 75, E ngagem ents to
Apply A greed- Upon P rocedu res to S p ecified E lements, A ccounts, o r
Item s o f a F inancial Statem ent (AICPA, Professional Standards, vol. 1,
AU sec. 622).
The Interpretation notes that SAS No. 75 (AICPA, P rofession al
Standards, vol. 1, AU sec. 622) defines what constitutes a specified
element, account or item of a financial statement (accounting in
formation that is “a part of, but significantly less than, a financial
statement”). In issuing SAS No. 75, the ASB did not intend to
limit the number of elements, accounts or items to which agreedupon procedures are applied. Procedures may be applied to all, or
substantially all, of the elements, accounts or items of a financial
statement, and the procedures may be as limited or as extensive as
the specified users desire.
If a report on applying agreed-upon procedures to specific ele
ments, accounts or items of a financial statement is presented
along with financial statements, the accountant also should follow
the guidance in footnote 15 in section 622 for his or her responsi
bility pertaining to the financial statements. The interpretation
is scheduled to appear in the November issue of the J o u r n a l
o f A ccou n ta n cy.
The AITF also amended Interpretation No. 1, S pecific p roced u res
P erform ed by the O ther A uditor a t the P rin cip a l A uditor’s Request,
of AU section 543, P art o f A udit P erform ed by O ther In d ep en d en t
A uditors. The Interpretation was amended to remove the refer
ence to AU section 622, when the other auditor is asked to report
in w riting to the principal auditor on the results of procedures
undertaken on behalf of the principal auditor. The agreed-upon
procedures guidance was considered to be too restrictive and in-
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appropriate in the circumstances. Auditors are now advised to
“report the findings solely for the use of the principal auditor.”
The AITF has issued an auditing Interpretation, E valuating the
A dequacy o f D isclosu re in F in a n cia l S tatem en ts P rep a red on th e
Cash, M o d ified Cash, o r In co m e Tax Basis o f A ccounting, of SAS
No. 62, S pecial Reports.
The Interpretation applies to cash, modified cash and income tax
basis presentations. It addresses the summary of significant ac
counting policies; disclosures for financial statement items that
are the same as, or similar to, those in GAAP statements; issues
relating to financial statement presentation; and disclosure of
matters not specifically identified on the face of the statements.
The Interpretation contains examples of how Other Comprehen
sive Basis of Accounting (OCBOA) disclosures, including presen
tation, may differ from those in GAAP financial statements.
The Interpretation states that the discussion of the basis of ac
counting needs to include only the significant differences from
GAAP, and that quantifying differences is not required.
If cash, modified cash or income tax basis financial statements
contain elements, accounts, or items for which GAAP would re
quire disclosure, the statements either should provide the relevant
GAAP disclosure or provide information that communicates the
substance of that disclosure. Qualitative information m ay be sub
stituted for some of the quantitative information required in a
GAAP presentation. GAAP disclosure requirements that are not
relevant to the measurement of the element, account, or item need
not be considered.
Cash, modified cash, and income tax statements should comply
with GAAP requirements that apply to the presentation of finan
cial statements or provide information that communicates the
substance of those requirements. The substance of GAAP presen
tation requirements may be communicated using qualitative in
formation and without modifying the financial statement format.
Several examples illustrate how this guidance may be applied.
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Finally, if GAAP would require disclosure of other matters such as
contingent liabilities, going concern, and significant risks and un
certainties, the auditor should consider the need for that same dis
closure or disclosure that communicates the substance of those
requirements. Such disclosures need not include information that is
not relevant to the basis of accounting. The Interpretation is sched
uled to appear in the January issue of the Jo u rn a l o f A ccountancy.
A ttesta tio n I n ter p r e ta tio n . Interpretation of AT Section 400,
R ep o rtin g on an E ntity’s In tern a l C on trol o v er F in a n cia l R eport
ing. As part of the process of applying for government grants or
contracts, an entity m ay be required to subm it a w ritten pre
award assertion (survey) by management about the effectiveness
(suitability) o f the design o f its internal control or a portion
thereof for the government’s purposes, together w ith a practi
tioner’s report thereon. Such a report can not be issued based
solely on the consideration of internal control in an audit of the
entity’s financial statements. To issue such a report, the practi
tioner should perform an examination of or apply agreed-upon
procedures to m anagement’s w ritten assertion about the effec
tiveness (suitability) of the design of an entity’s internal control
as described in paragraphs .22-.25 and .68-.74 of SSAE No. 2,
R eportin g on an E ntity’s In tern a l C ontrol O ver F in a n cia l R eportin g
(AICPA, P rofessional Standards, vol. 1, AT sec. 400). If requested
to sign a form prescribed by a government agency in connection
with a pre-award survey, the practitioner should refuse to sign
the form unless he or she has performed an attestation engage
ment. If the practitioner has performed an attestation engage
m ent, he or she should consider w hether the wording of the
prescribed form conforms to the requirements of professional
standards. An entity m ay also be required to submit a w ritten
pre-award assertion (survey) about its ability to establish suitably
designed internal control w ith an accom panying practitioner’s
report. A practitioner should not issue such a report. Neither
the consideration of internal control in an audit of an entity’s fi
nancial statements nor the performance of an attestation en
gagem ent provides the practitioner w ith a basis for issuing a
report on the ability of an entity to establish suitability designed
internal control.
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A IT F A d viso ry : R ep ortin g on th e C om pu ta tion o f E arnings P er
Share. In February 1997, the FASB issued FASB Statement No.
128, E arnings P er Share (FASB, C urrent Text, vol. 1, sec. E11).
The Statement, which is effective for annual and interim periods
ending after December 15, 1997 (earlier application is not per
m itted), changes the w ay entities compute earnings per share.
After the effective date, the Statement requires that all prior pe
riod EPS data presented be restated to conform with the State
ment’s provisions. CPAs should be aware that public companies
are required to follow the guidance in Staff Accounting Bulletin
(SAB) No. 74, D isclosure o f th e Im pact th at R ecently Issued A ccount
in g Standards W ill H ave on th e F in a n cial Statem ents o f R egistrants
W hen A dopted in a F uture P eriod, and include a discussion of the
expected impact of the Statement in registration statements and
Form 10-Qs filed during 1997. Such disclosure is consistent with
the guidelines in FASB Statement No. 128 which permits an entity
to disclose pro-forma earnings per share amounts computed using
this statement in periods prior to adoption.
For the audit of the first annual period subsequent to the statement’s
effective date, the AITF is advising auditors that they are not required
to refer in their audit reports to the change required by the statement,
provided the financial statements clearly disclose that the comparative
earnings per share data for the prior years presented has been restated.
Such disclosure would be similar to that for reclassification of prioryear financial information made for comparative purposes.

Accounting Issues and Developments
Precontract Costs
How should precontract costs be accounted for? What are the
audit issues involved?
Certain costs incurred by construction contractors m ay be de
ferred, rather than expensed, in anticipation of future contracts.
Such costs may include fees for architectural or engineering costs
relating to contract negotiations, or supplies and equipment to be
used on upcom ing projects. Costs incurred in anticipation of
contracts should generally not be deferred unless their future re-
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covery is probable. Qualifying costs should be deferred outside
the contract cost or inventory classification. If the anticipated
contract is obtained, the deferred cost should then be charged to
the contract, otherwise, they should be charged to expense. Costs
related to anticipated contracts that were expensed when incurred
because recovery was not considered probable should not be rein
stated if the contract is subsequently received. Start-up costs in
anticipation of follow-on future contracts related to existing con
tracts should be charged to the existing contracts.
Specifically with regard to precontract costs, SOP 81-1 provides that:
1. Costs that are incurred for a specific anticipated contract
and that will result in no future benefits unless the contract
is obtained should not be included in contract costs or in
ventory before the receipt of the contract. However, such
costs may be otherwise deferred, subject to evaluation of
their probable recoverability, but only if the costs can be
directly associated with a specific anticipated contract and
if their recoverability from the contract is probable.
2. Costs incurred for assets, such as costs for the purchase of
materials, production equipment, or supplies, that are ex
pected to be used in connection with anticipated contracts
m ay be deferred outside the contract cost or inventory
classification if their recovery from future contract rev
enue or from other dispositions of the assets is probable.
3. Costs incurred to acquire or produce goods in excess of
the amounts required for an existing contract in anticipa
tion of future orders for the same items may be treated as
inventory if their recovery is probable.
4. Learning or start-up costs incurred in connection with ex
isting contracts and in anticipation of follow-on or future
contracts for the same goods or services should be charged
to existing contracts.
5. Costs appropriately deferred in anticipation of a contract
should be included in contract costs on the receipt of the
anticipated contract.
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6. Costs related to anticipated contracts that are charged to
expenses as incurred because their recovery is not consid
ered probable should not be reinstated by a credit to in
come on the subsequent receipt of the contract.
Environmental Remediation Liabilities
What are environmental liabilities and how do they affect the
financial statements of construction contractors?
Construction contractors are subject to m any forms of govern
mental regulations relating to building, safety, employee wages
and the like. A significant area of concern for many contractors is
the area of environmental regulation. Numerous federal, state, and
local laws have been enacted in recent years to require the cleanup
of hazardous waste sites. Construction contractors m ay become
involved in environmental claims in situations such as the use of
construction materials or chemicals considered to be hazardous;
hazardous wastes that are discovered at the job site or dumping of
hazardous materials into landfills. It should be noted that under
many environmental laws, the contractor need not be aware that
certain materials are considered hazardous to be held liable.
SOP 96-1, E n viron m en ta l R em ediation L iabilities, sets forth the
criteria for recognizing, measuring, and disclosing environmental
remediation liabilities. Specifically, the SOP requires that envi
ronmental liabilities should—
• Be accrued on a site-by-site basis when the criteria of FASB
Statement No. 5 are met.
• Include incremental direct costs, as well as compensation
and benefit costs for employees who devote significant
time to remediation activities.
• Include costs for the entity’s specific share of the liability
for the site, as well as the entity’s share of costs that will not
be paid by other parties.
• Be estimated based on enacted laws and regulations.
• Be estimated based on expected improvements in remedia
tion technology and productivity.
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• Consider discounting when appropriate.
Other authoritative literature relating to the accounting for envi
ronmental cleanup costs and liabilities includes the following:
• FASB Statement No. 5— provides guidance for accruing
liabilities for loss contingencies
• EITF Issue No. 89-13, A ccounting f o r the Cost o f Asbestos Re
m oval—provides guidance on determining whether the cost
of asbestos removal from buildings should be capitalized
• EITF Issue No. 90-8, C apitalization o f Costs to Treat E nvi
ro n m en ta l C on ta m in a tion — provides guidance for deter
m ining whether environmental cleanup costs should be
capitalized
• EITF Issue 93-5, A ccounting f o r E nvironm ental L iabilities—
requires that an environmental liability be evaluated inde
pendently from any potential recovery and discusses the
discounting of environmental liabilities
• EITF Issue No. 95-23, T he T reatm en t o f C erta in S ite
R estoration/E n viron m en ta l Exit Costs W hen Testing a L ongL ived Assetf o r Im p a irm en t—provides that future cash flows
for environmental exit costs associated with a long-lived
asset and recognized as a liability to be excluded from the
undiscounted expected future cash flows used to test prop
erty for recoverability under FASB Statement No. 121
Auditors are most likely to uncover contingent liabilities related
to environmental matters through management inquiry. How
ever, other audit procedures, such as job site visits, m ay be of
value in this regard. In some cases, it m ay be necessary for the
client to obtain legal representation from an attorney fam iliar
with environmental law. Auditors may wish to consider perform
ing substantive procedures on recorded rem ediation liabilities
such as reviewing and testing management’s estimation process in
developing the liability; evaluating internal control relating to the
estimation process; developing an independent expectation with
regard to the estimate; and, possibly employing the services of an
environmental specialist pursuant to SAS No. 73.
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Provisions for Anticipated Losses
How should construction contractors account for contract losses?
SOP 81-1 provides that when current estimates of total contract
revenue and contract cost indicate a loss, a provision for the entire
loss on the contract should be made. Provisions for losses should be
made in the period in which they become evident under either the
percentage-of-completion method or the completed-contract
method. If a group of contracts is combined they should be treated
as a unit in determining the necessity for a provision for a loss. If
contracts are segmented the individual segments should be consid
ered separately in determining the need for a provision for a loss.
Losses on cost-type contracts, although less frequent, m ay arise,
if, for example, a contract provides for guaranteed maximum re
imbursable costs or target penalties. In recognizing losses for ac
counting purposes, the contractor’s norm al cost accounting
methods should be used in determining the total cost overrun on
the contract, and losses should include provisions for perfor
mance penalties.
The costs used in arriving at the estim ated loss on a contract
should include all costs of the type appropriately allocable to such
contracts. Other factors that should be considered in arriving at
the projected loss on a contract include target penalties and re
wards, nonreimbursable costs on cost-plus contracts, change or
ders, and potential price redeterminations. In circumstances in
which general and administrative expenses are treated as contract
costs under the completed-contract method of accounting, the
estimated loss should include the same types of general and ad
ministrative expenses.
The provision for loss arises because estimated cost for the con
tract exceeds estimated revenue. Consequently, the provision for
loss should be accounted for in the income statement as an addi
tional contract cost rather than as a reduction of contract rev
enue, which is a function of contract price, not cost. Unless the
provision is material in amount or unusual or infrequent in na
ture, the provision should be included in contract cost and need
not be shown separately in the income statement. If it is shown
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separately, it should be shown as a component of the cost in 
cluded in the computation of gross profit.
Provisions for losses on contracts should be shown separately as
liabilities on the balance sheet, if significant, except in circum
stances in which related costs are accum ulated on the balance
sheet, in which case the provisions may be deducted from the re
lated accumulated costs. In a classified balance sheet, a provision
shown as a liability should be shown as a current liability.
Auditors of financial statements of construction contractors
should be aware of the guidance contained in SOP 81-1 in con
nection w ith the issue of loss provisions and should consider
whether the financial statement presentation and associated dis
closures are adequate and appropriate in view of the requirements.
Accounting for Contract Costs
How should construction contractors account for contract costs?
M aintaining a reasonable degree of accuracy in identifying, esti
mating, and accumulating contract costs is essential in determin
ing the am ount of income earned. Although the systems and
procedures used to account for cost are diverse, the objective of
each system or each set of procedures should be to accumulate
costs consistently by contract. In accounting for contract costs,
the following criteria should be met:
1. All direct costs, such as material, labor, and subcontract
ing costs, should be included in contract costs.
2. Indirect costs allocable to contracts include the costs of in
direct labor, contract supervision, tools and equipment,
supplies, quality control and inspection, insurance, repairs
and maintenance, depreciation and amortization, and, in
some circumstances, support costs, such as central prepa
ration and processing of payrolls. Methods of allocating
indirect costs should be systematic and rational. They in
clude, for example, allocations based on direct labor costs,
direct labor hours, or a combination of direct labor and
material costs. The appropriateness of allocations of indi
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rect costs and of the methods of allocation depend on the
circumstances and involve judgment.
3. General and adm inistrative costs ordinarily should be
charged to expense as incurred but may be accounted for
as contract costs under the completed-contract method of
accounting or, in some circumstances, as indirect contract
costs by government contractors.
4. Selling costs should be excluded from contract costs and
charged to expense as incurred unless they meet the crite
ria for precontract costs.
5. Costs under cost-type contracts should be charged to con
tract costs in conformity with GAAP in the same manner
as costs under other types of contracts.
6. In com puting estim ated gross profit or providing for
losses on contracts, estimates of cost to complete should
reflect all of the types of costs included in contract costs.
7. Inventoriable costs should not be carried at amounts that
when added to the estimated cost to complete are greater
than the estimated realizable value of the related contracts.
In evaluating management’s accounting for contract costs, auditors
should ensure that the criteria of SOP 81-1 paragraph 72, as sum
marized above, have been met. The auditor should ascertain that all
proper costs have been recorded. Inquiry of knowledgeable con
tractor personnel and review of job cost reports and contract files
may uncover unusual costs that have not been recorded. Overhead
costs that are allocated to contracts in accordance w ith GAAP
should be reviewed for proper and consistent allocation methods.
Recent FASB Statements
Executive Summary
• FASB Statement No. 126, Exemption from Certain Required Disclosures
about Financial Instruments fo r Certain Nonpublic Entities.
• FASB Statement No. 127, D eferral o f the Effective Date o f Certain
Provisions o f FASB Statement No. 125.
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•
•

Earnings p e r Share.
1 2 9 , Disclosure o f Inform ation ab o u t C a p ita l

F A SB S ta te m e n t N o . 1 2 8 ,
F A SB S ta te m e n t N o .

Structure.

•

F A SB S ta te m e n t N o . 1 3 0 ,

•

F A SB S ta te m e n t N o . 1 3 1 ,

a n d R elated Inform ation.

R eporting Comprehensive Income.
Disclosures abou t Segments o f an Enterprise

FASB Statement No. 126, Exemption fr o m C ertain R equired D isclo
sures ab ou t F inancial Instrum ents f o r C ertain N onpublic Entities an
a m en d m en t o f FASB S tatem ent No. 107 (FASB, C urrent Text, vol. 1,
sec. F25). This Statement amends FASB Statement No. 107, Dis
closures about Fair Value o f F inancial Instrum ents (FASB, C urrent
Text, vol. 1, sec. F25), to make the disclosures about fair value of fi
nancial instruments prescribed in Statement 107 optional for enti
ties that meet all of the following criteria:
1. The entity is a nonpublic entity.
2. The entity’s total assets are less than $100 m illion on the
date of the financial statements.
3. The entity has not held or issued any derivative financial in
struments, as defined in FASB Statement No. 119, D isclo
sure a b ou t D erivative F inancial Instrum ents a n d Fair Value o f
F inancial Instrum ents (FASB, C urrent Text, vol. 1, sec. F25),
other than loan commitments, during the reporting period.
This Statement shall be effective for fiscal years ending after De
cember 15, 1996. Earlier application is perm itted in financial
statements that have not been issued previously.
FASB Statement No. 127, D eferral o f th e E ffective D ate o f Certain
Provisions o f FASB Statem ent No. 125 an a m en dm en t o f FASB State
m en t No. 125 (FASB, C urrent Text, vol. 1, sec. F38). FASB State
ment No. 125, A ccounting f o r Transfers a n d S ervicin g o f F in an cial
Assets a n d Extinguishments o f Liabilities (FASB, C urrent Text, vol. 1,
sec. F38), was issued in June 1996 and establishes, among other
things, new criteria for determining whether a transfer of financial
assets in exchange for cash or other consideration should be ac
counted for as a sale or as a pledge of collateral in a secured borrow
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ing. FASB Statement No. 125 also establishes new accounting re
quirements for pledged collateral. As issued, FASB Statement No.
125 is effective for all transfers and servicing of financial assets and
extinguishments of liabilities occurring after December 31, 1996.
The FASB was made aware that the volume and variety of certain
transactions and the related changes to information systems and
accounting processes that are necessary to comply with the re
quirements of FASB Statement No. 125 would make it extremely
difficult, if not impossible, for some affected enterprises to apply
the transfer and collateral provisions of FASB Statement No. 125
to those transactions as soon as January 1, 1997. As a result, this
Statement defers for one year the effective date (a) of paragraph
15 of FASB Statement No. 125 and (b) for repurchase agreement,
dollar-roll, securities lending, and similar transactions, of para
graphs 9 through 12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the
types of transactions for which the effective date of FASB State
ment No. 125 has been deferred. It also requires that if it is not
possible to determine whether a transfer occurring during calen
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu
rities lending, or similar transaction, then paragraphs 9 through
12 of FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to be
applied prospectively, and earlier or retroactive application is not
permitted.
The AITF has established a task force to consider the need for spe
cific auditing guidance to implement this new standard. The task
force is expected to consider the issue of evidential matter to sup
port management's assertion that a transfer of financial assets qual
ifies as a sale under the provisions of FASB Statement No. 125.
Specifically, the interpretation is expected to focus on the need for
and the adequacy of a legal interpretation as evidence that the iso
lation criteria of FASB Statement No. 125 paragraph 9(a) “...the
transferred assets have been isolated from the transferor— put pre
sumptively beyond the reach of the transferor and its creditors,
even in bankruptcy or other receivership...” have been met.
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FASB Statement No. 128, E arnings p e r Share (FASB, C urrent Text,
vol. 1, sec. E l l ) establishes standards for computing and present
ing earnings per share (EPS) and applies to entities with publicly
held common stock or potential common stock. FASB Statement
No. 128 simplifies the standards for computing earnings per share
previously found in APB O pinion No. 15, E arnings p e r S hare
(FASB, C urrent Text, vol. 1, sec. E09), and makes them compara
ble to international EPS standards. It replaces the presentation of
prim ary EPS with a presentation of basic EPS. It also requires
dual presentation of basic and diluted EPS on the face of the in
come statement for all entities with complex capital structures
and requires a reconciliation of the numerator and denominator
of the basic EPS computation to the numerator and denominator
of the diluted EPS computation.
Basic EPS excludes dilution and is computed by dividing income
available to common stockholders by the weighted-average num
ber of common shares outstanding for the period. Diluted EPS re
flects the potential dilution that could occur if securities or other
contracts to issue common stock were exercised or converted into
common stock or resulted in the issuance of common stock that
then shared in the earnings of the entity. Diluted EPS is computed
similarly to fully diluted EPS pursuant to APB Opinion 15.
This Statement supersedes APB Opinion 15 and AICPA Account
ing Interpretations 1 through 102 of Opinion 15. It also supersedes
or amends other accounting pronouncements. The provisions in
this Statement are substantially the same as those in International
Accounting Standard 33, E arnings p e r Share, recently issued by the
International Accounting Standards Committee.
This Statement is effective for financial statements issued for pe
riods ending after December 15, 1997, including interim peri
ods; earlier application is not permitted. This Statement requires
restatement of all prior-period EPS data presented.
The AITF has issued an advisory to auditors related to this State
ment. A description can be found in this Audit Risk Alert under
the “New Auditing and Attestation Interpretations” section.

50

FASB Statement No. 129, D isclosure o f In form ation a b ou t C apital
S tructure (FASB, C urrent Text, vol. 1, sec. C24) establishes stan
dards for disclosing information about an entity’s capital structure.
It applies to all entities. This Statement continues the previous re
quirements to disclose certain information about an entity’s capital
structure found in APB Opinions No. 10, O m nibus O pinion-1966,
and No. 15, E arnings p e r Share, and FASB Statement No. 47,
D isclosure o f L ong-Term O bligations (FASB, C urrent Text, vol. 1,
sec. C 32), for entities that were subject to the requirements of
those standards. This Statement eliminates the exemption of non
public entities from certain disclosure requirements of Opinion
15 as provided by FASB Statement No. 21, Suspension o f the Re
p o r tin g o f E arnings p e r Share a n d S egm en t Inform ation by N onpub
lic Enterprises (FASB, C urrent Text, vol. 1, sec. E09). It supersedes
specific disclosure requirements of APB Opinions 10 and 15 and
FASB Statement 47 and consolidates them in this Statement for
ease of retrieval and for greater visibility to nonpublic entities.
FASB Statement No. 129 is effective for financial statements for
periods ending after December 15, 1997. It contains no change
in disclosure requirements for entities that were previously sub
ject to the requirements of APB Opinions 10 and 15 and State
ment No. 47.
FASB Statement No. 130, R eporting C om prehensive In com e estab
lishes standards for reporting and display of comprehensive income
and its components (revenues, expenses, gains, and losses) in a full
set of general-purpose financial statements. This Statement re
quires that all items that are required to be recognized under ac
counting standards as components of comprehensive income be
reported in a financial statement that is displayed with the same
prominence as other financial statements. This Statement does not
require a specific format for that financial statement but requires
that an enterprise display an amount representing total compre
hensive income for the period in that financial statement.
This Statement requires that an enterprise (a) classify items of other
comprehensive income by their nature in a financial statement and
(b) display the accumulated balance of other comprehensive in
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come separately from retained earnings and additional paid-in cap
ital in the equity section of a statement of financial position.
This Statement is effective for fiscal years beginning after Decem
ber 15, 1997. Reclassification of financial statements for earlier
periods provided for comparative purposes is required.
FASB Statement No. 131, D isclosures a b ou t S egm ents o f an Enter
p r is e a n d R ela ted In fo rm a tio n establishes standards for the way
that public business enterprises report information about operat
ing segments in annual financial statements and requires that
those enterprises report selected information about operating seg
ments in interim financial reports issued to shareholders. It also
establishes standards for related disclosures about products and
services, geographic areas, and major customers. This Statement
supersedes FASB Statement No. 14, F inancial R eporting f o r Segm ents
o f a Business E nterprise (FASB, C urrent Text, vol. 1, sec. S20), but
retains the requirement to report information about major cus
tomers. It amends FASB Statement No. 94, C onsolidation o f All
M ajority-O w ned Subsidiaries (FASB, C urrent Text, vol. 1, sec. C25),
to remove the special disclosure requirements for previously un
consolidated subsidiaries.
This Statement does not apply to nonpublic business enterprises
or to not-for-profit organizations.
This Statement requires that a public business enterprise report
financial and descriptive information about its reportable operat
ing segments. Operating segments are components of an enter
prise about which separate financial information is available that
is evaluated regularly by the chief operating decision maker in de
ciding how to allocate resources and in assessing performance.
Generally, financial information is required to be reported on the
basis that it is used internally for evaluating segment performance
and deciding how to allocate resources to segments.
This Statement requires that a public business enterprise report a
measure of segment profit or loss, certain specific revenue and ex
pense items, and segment assets. It requires reconciliations of total
segment revenues, total segment profit or loss, total segment assets,
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and other amounts disclosed for segments to corresponding
amounts in the enterprise’s general-purpose financial statements.
It requires that all public business enterprises report inform a
tion about the revenues derived from the enterprise’s products
or services (or groups of sim ilar products and services), about
the countries in which the enterprise earns revenues and holds
assets, and about m ajor customers regardless o f whether that
inform ation is used in m aking operating decisions. However,
this Statement does not require an enterprise to report infor
m ation that is not prepared for in tern al use if reporting it
would be impracticable.
This Statement also requires that a public business enterprise re
port descriptive information about the w ay that the operating
segments were determined, the products and services provided by
the operating segments, differences between the measurements
used in reporting segment information and those used in the en
terprise’s general-purpose financial statements, and changes in the
measurement of segment amounts from period to period.
This Statement is effective for financial statements for periods be
ginning after December 15, 1997. In the initial year of applica
tion, comparative information for earlier years is to be restated.
This Statement need not be applied to interim financial state
ments in the initial year of its application, but comparative infor
mation for interim periods in the initial year of application is to
be reported in financial statements for interim periods in the sec
ond year of application.

AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide C onstruction C ontrac
tors is available through the AICPA loose-leaf subscription service.
In the loose-leaf service, conforming changes (those necessitated
by the issuance of new authoritative pronouncements) and other
minor changes that do not require due process are incorporated
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periodically. Paperback editions of the Guides as they appear in the
service are printed annually.
Construction Contractors’ Financial Reporting Checklist
The AICPA has published a revised version of Checklists Supplem ent
a n d Illustrative F inancial Statements f o r C onstruction Contractors as a
tool for preparers and reviewers of financial statements of construc
tion contractors.
Technical Practice Aids
T ech n ica l P ra ctice A ids is an AICPA publication that, among
other things, contains questions received by the AICPA Technical
Inform ation Service on various subjects and the service’s re
sponses to those questions. Several sections of T echnical P ra ctice
Aids contain questions and answers specifically pertaining to con
struction contractors. T echnical P ra ctice Aids is available both as a
subscription service and in paperback form.

Information Sources
Further inform ation on matters addressed in this A udit Risk
Alert is available through various publications and services listed
in the following table entitled ’’Information Sources”. M any non
government and some government publications and services in
volve a charge or membership requirement.
Fax services allow users to follow voice cues and request that se
lected documents be sent by fax machine. Some fax services re
quire the user to call from the handset of the fax machine, others
allow users to call from any phone. Most fax services offer an
index document, which lists titles and other information describ
ing available documents.
Electronic bulletin board services allow users to read, copy, and ex
change information electronically. Most are available using a modem
and standard communications software. Some bulletin board ser
vices are also available using one or more Internet protocols.
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Recorded announcements allow users to listen to announcements
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig
nated as fax (f) or data (d) lines. Required modem speeds, ex
pressed in bauds per second (bps), are listed data lines.
This Audit Risk Alert replaces C onstruction C ontractors Industry
D evelopm ents 1996/97.
Practitioners should also be aware of the economic, industry, regu
latory, and professional developments described in A udit Risk Alert
1997/98 (product no. 022202) and C om pilation a n d R eview Alert
1997/98 (product no. 060681), which may be obtained by calling
the AICPA Order Department at 1-800-TO-AICPA.

55

Financial Accounting
Standards Board

American Institute
of Certified Public
Accountants

Organization
(2 0 1 ) 9 3 8 -3 7 8 7

P.O. B ox 5 1 1 6 ,
N o rw alk , C T
0 6 8 5 6 -5 1 1 6
(2 0 3 ) 8 4 7 -0 7 0 0 , ext. 10

Order Department

2 4 Hour Fax Hotline

Order Department

Fax/Phone Services

H arb o rsid e F in an cial
C en ter, 2 01 P laza T h ree
Jersey C ity, N J
0 7 3 1 1 -3 8 8 1
(8 0 0 ) T O -A IC P A or
(8 0 0 ) 8 6 2 -4 2 7 2
Inform ation ab o ut A IC P A
c o n tin u in g professional
ed u catio n pro gram s is
av ailab le th ro u gh the
A IC P A C P E D ivision
(extensio n 3 ) an d the
A IC P A M eetin g s an d
Travel D ivision :
(2 0 1 ) 9 3 8 -3 2 3 2 .

General Information

INFORMATION SOURCES

In tern et address—
h ttp : //w w w .fasb .org

In tern et address—
http://w w w .aicpa.org

Electronic Bulletin
Board Services

(20 3 ) 8 4 7 -0 7 0 0 (ext. 4 4 4 )

Action Alert Telephone Line

Recorded Announcements

(2 0 2 ) 9 4 2 -8 0 9 0

1 9 5 7 E Street, N W
W a sh in g to n , D C 2 0 0 0 6

C o n stru c tio n F in a n c ia l
P rin ceto n G atew ay
M a n a g e m e n t A sso ciatio n C o rp o rate C am p u s
7 0 7 State R d . Ste. 2 2 3
Princeton, N J 0 8 5 4 0 -1 4 1 3

P rofessional C o n stru c tio n P.O. Box 1 1 6 2 6
C h arlo tte, N C
E stim ato rs A sso ciatio n
o f A m e rica
2 8 2 2 0 -1 6 2 6

A sso ciated G en eral
C o n trac to rs o f A m e rica

(6 0 9 ) 6 8 3 -5 0 0 0

General Information

(7 0 4 ) 5 2 2 -6 3 7 6

General Information

(2 0 2 ) 3 9 3 -2 0 4 0

General Information

(2 0 2 ) 4 8 2 -2 0 0 0
B ureau o f E co n o m ic
A n alysis, 1441 L Street,
W a sh in g to n D .C . 2 0 2 3 0
(2 0 2 ) 6 0 6 -9 6 0 0

General Information

(2 0 2 ) 9 4 2 -8 0 8 8 (ext. 3)
(2 0 2 ) 9 4 2 -7 1 1 4 (tty)

4 5 0 F ifth Street, N W
W a sh in g to n , D C
2 0 5 4 9 -0 0 0 1
(2 0 2 ) 9 4 2 -4 0 4 0

SEC Public Reference Room

Information Line

Publications Unit

U n ited States D ep artm en t H erb ert C . H oover
B u ild in g , 1 4th Street
o f C o m m erce
betw een P en n sylvan ia an d
C o n stitu tio n A venue
W ash in gto n , D .C . 2 0 2 3 0

U n ited States
S e c u ritie s an d E xchange
C o m m issio n

In tern et address—
http://w w w .agc.org

In tern et address—
http://w w w .doc.gov

In tern et address—
http://w w w .sec.gov
(2 0 2 ) 9 4 2 -8 0 8 8
(2 0 2 ) 9 4 2 -7 1 1 4 (tty)

Information Line

022199

